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Board of Directors

Citizens South Holdings, MHC
Citizens South Banking Corporation
Citizens South Bank

245 West Main Avenue

Gastonia, North Carolina 28053

Members of the Boards of Directors:

At your request, we have completed and hereby provide an independent appraisal
(“Appraisal”) of the estimated pro forma market value of the common stock to be issued by
Citizens South Banking Corporation, Gastonia, North Carolina (“CSBC” or the “Holding
Company”) in connection with the mutual-to-stock conversion of Citizens South Holdings,
M.H.C. (the “MHC”). The MHC currently has a majority ownership interest in, and its principal
asset consists of, approximately 58.4 percent of the common stock of CSBC (the “MHC
Shares”), the mid-tier holding company for Citizens South Bank, Gastonia, North Carolina
(“Citizens South” or the “Bank”). The remaining 41.6 percent of CSBC’s common stock is
owned by public stockholders. CSBC owns 100 percent of the outstanding common stock of
Citizens South. It is our understanding that CSBC will offer its stock in a Subscription offering
to the Bank's Eligible Account Holders, the ESOP, Supplemental Eligible Account Holders and
Other Members. To the extent that shares remain available for purchase after satisfaction of all
subscriptions received in the Subscription offering, the shares may be offered for sale in a Direct
Community offering.

This Appraisal is furnished pursuant to the requirements of the Code of Federal
Regulations 563b.7 and has been prepared in accordance with the “Guidelines for Appraisal
Reports for the Valuation of Savings and Loan Associations Converting from Mutual to Stock
Form of Organization” of the Office of Thrift Supervision (“OTS”), which have been adopted in
practice by the Federal Deposit Insurance Corporation (“FDIC”), including the most recent
revisions as of October 21, 1994, and applicable interpretations thereof.

Plan of Conversion

On May 23, 2002, the respective Boards of Directors of the MHC, the Holding Company
and the Bank adopted the plan of conversion pursuant to which the MHC will be merged into the
Bank and the MHC will no longer exist. Pursuant to the plan of conversion, CSBC, which owns
100 percent of the Bank, will be succeeded by a new corporation with the same name. As part of
the conversion, the Holding Company will sell shares of common stock in an offering that will
represent the ownership interest in CSBC currently owned by the MHC. As of March 31, 2002,
the MHC’s ownership interest in CSBC approximated 58.4 percent. The Holding Company will
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also issue shares of its common stock to the public stockholders of CSBC pursuant to an
exchange ratio that will result in the public shareholders owning the same aggregate percentage
of the newly issued CSBC common stock as owned immediately prior to the conversion. As of
March 31, 2002, the public stockholders’ ownership interest in CSBC approximated 41.6
percent.

RP Financial, LC.

RP Financial, LC. (“RP Financial”) is a financial consulting firm serving the financial
services industry nationwide that, among other things, specializes in financial valuations and
analyses of business enterprises and securities, including the pro forma valuation for savings
institutions converting from mutual-to-stock form. The background and experience of RP
Financial is detailed in Exhibit V-1. We believe that, except for the fee we will receive for our
appraisal and assisting Citizens South and CSBC in the preparation of the post-conversion
business plan, we are independent of the Holding Company, the Bank, the MHC and the other
parties engaged by Citizens South or CSBC to assist in the stock conversion process.

Valuation Methodology

In preparing our Appraisal, we have reviewed the regulatory applications of CSBC,
Citizens South and the MHC, including the prospectus as filed with the OTS and the Securities
and Exchange Commission (“SEC”). We have conducted a financial analysis of CSBC, Citizens
South and the MHC that has included a review of audited financial information for the past five
fiscal years through 2001 and interim financial results through March 31, 2002, a review of
various unaudited information and internal financial reports through March 31, 2002, and due
diligence related discussions with CSBC’s management; Cherry, Bekaert & Holland, L.L.P.,
CSBC’s independent auditor; Luse Gorman Pomerenk & Schick, P.C., CSBC’s conversion
counsel; and Keefe, Bruyette & Woods Inc., CSBC’s marketing advisor in connection with the
stock offering. All assumptions and conclusions set forth in the Appraisal were reached
independently from such discussions. In addition, where appropriate, we have considered
information based on other available published sources that we believe are reliable. While we
believe the information and data gathered from all these sources are reliable, we cannot
guarantee the accuracy and completeness of such information.

We have investigated the competitive environment within which CSBC operates and
have assessed CSBC’s relative strengths and weaknesses. We have kept abreast of the changing
regulatory and legislative environment for finaricial institutions and analyzed the potential
impact on CSBC and the industry as a whole. We have analyzed the potential effects of the
stock conversion on CSBC’s operating characteristics and financial performance as they relate to
the pro forma market value of CSBC. We have analyzed the assets held by the MHC, which will
be consolidated with the Bank’s assets and equity pursuant to the completion of conversion. We
have reviewed the overall conditions in CSBC’s primary market area as set forth in



RP Financial LC.
Boards of Directors
June 14, 2002
Page 3

demographic, economic and competitive information prepared by CACI, SNL Financial and
other third party private and governmental sources. We have compared CSBC’s financial
performance and condition with selected publicly-traded thrifts in accordance with the Valuation
Guidelines, as well as all publicly-traded thrifts and thrift holding companies. We have reviewed
the current conditions in the securities markets in general and in the market for thrift stocks in
particular, including the market for existing thrift issues, initial public offerings by thrifts and
thrift holding companies, and second step conversion offerings. We have excluded from such
analyses thrifts subject to announced or rumored acquisition, and/or institutions that exhibit other
unusual characteristics.

The Appraisal is based on CSBC’s representation that the information contained in the
regulatory applications and additional information furnished to us by CSBC and their respective
independent auditors, legal counsel and other authorized agents are truthful, accurate and
complete. We did not independently verify the financial statements and other information
provided by CSBC, or their respective independent auditors, legal counsel and other authorized
agents nor did we independently value the assets or liabilities of CSBC. The valuation considers
CSBC only as a going concern and should not be considered as an indication of CSBC’s
liquidation value.

Our appraised value is predicated on a continuation of the current operating environment
for CSBC and for all thrifts and their holding companies. Changes in the local, state and national
economy, the legislative and regulatory environment for financial institutions and mutual holding
companies, the stock market, interest rates, and other external forces (such as natural disasters or
significant world events) may occur from time to time, often with great unpredictability and may
materially impact the value of thrift stocks as a whole or the value of CSBC’s stock alone. It is
our understanding that there are no “current plansfor selling control of CSBC following
completion of the second step stock offering. To the extent that such factors can be foreseen,
they have been factored into our analysis.

The estimated pro forma market value is defined as the price at which CSBC’s common
stock, immediately upon completion of the second step stock offering, would change hands
between a willing buyer and a willing seller, neither being under any compulsion to buy or sell
and both having reasonable knowledge of relevant facts.

Valuation Conclusion

It is our opinion that, as of June 14, 2002, the estimated aggregate pro forma valuation of
the shares to be issued in the conversion of the MHC, including: (1) newly-issued shares
representing the MHC’s ownership interest in CSBC and (2) exchange shares issued to existing
public shareholders of CSBC was $68,529,460 at the midpoint, equal to 6,852,946 shares at a per
share value of $10.00. Based on this valuation and taking into account the ownership interest
represented by the shares owned by the MHC, the midpoint of the offering range was
$40,000,000, equal to 4,000,000 shares at $10.00 per share. The offering range includes a
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minimum value of $34,000,000, equal to 3,400,000 shares at $10.00 per share (85.0 percent of
the midpoint) and a maximum value of $46,000,000, equal to 4,600,000 shares at $10.00 per
share (115.0 percent of the midpoint). In the event the appraised value is subject to an increase,
the offering range may be increased up to a supermaximum value of $52,900,000, equal to
5,290,000 shares at $10.00 per share, without requiring a resolicitation.

Establishment of the Exchange Ratio

OTS regulations provide that in a conversion of a mutual holding company, the minority
stockholders are entitled to exchange the public shares for newly issued shares of CSBC stock as
a fully converted company. The Board of Directors of the MHC has independently established a
formula to determine the exchange ratio. The formula has been designed to preserve the current
aggregate percentage ownership in CSBC equal to 41.63 percent as of March 31, 2002. Pursuant
to this formula, the exchange ratio to be received by the existing minority shareholders of CSBC
will be determined at.the end of the offering, based on the total number of shares sold in the
Subscription and Direct Community offerings. Based upon this formula, and the valuation
conclusion and offering range concluded above, the exchange ratio would be 1.3838 shares,
1.6280 shares, 1.8722 shares and 2.1530 shares of newly issued shares of CSBC stock for each
share of stock held by the public sharcholders at the minimum, midpoint, maximum and
supermaximum of the offering range, respectively. RP Financial expresses no opinion on the
proposed exchange of newly issued Holding Company shares for the shares held by the public
stockholders or on the proposed exchange ratio.

Limiting Factors and Considerations

Our valuation is not intended, and must not be construed, as a recommendation of any
kind as to the advisability of purchasing shares of the common stock. Moreover, because such
valuation is necessarily based upon estimates and projections of a number of matters, all of
which are subject to change from time to time, no assurance can be given that persons who
purchase shares of common stock in the conversion will thereafter be able to buy or sell such
shares at prices related to the foregoing valuation of the estimated pro forma market value
thereof. The appraisal does not take into account any trading activity with -respect to the
purchase and sale of common stock in the secondary market, and reflects only a valuation range
as of this date for the pro forma market value of CSBC immediately upon issuance of the stock.

RP Financial’s valuation was determined based on the financial condition, operations and
shares outstanding of CSBC as of March 31, 2002, the date of the financial data included in the
prospectus. The proposed exchange ratio to be received by the current public stockholders of
CSBC and the exchange of the public shares for newly issued shares of CSBC common stock as
a full public company was determined independently by the Boards of Directors of the MHC.
RP Financial expresses no opinion on the proposed exchange ratio to public stockholders or the
exchange of public shares for newly issued shares.
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RP Financial is not a seller of securities within the meaning of any federal and state
securities laws and any report prepared by RP Financial shall not be used as an offer or
solicitation with respect to the purchase or sale of any securities. RP Financial maintains a
policy which prohibits RP Financial, its principals or employees from purchasing stock of its
client institutions.

This valuation will be updated as provided for in the conversion regulations and
guidelines. These updates will consider, among other things, any developments or changes in
the financial performance and condition of CSBC, management policies, and current conditions
in the equity markets for thrift shares, both existing issues and new issues. These updates may
also consider changes in other external factors which impact value including, but not limited to:
various changes in the legislative and regulatory environment for financial institutions, the stock
market and the market for thrift stocks, and interest rates. Should any such new developments or
changes be material, in our opinion, to the valuation of the shares, appropriate adjustments to the
estimated pro forma market value will be made. The reasons for any such adjustments will be
explained in the update-at the date of the release of the update. The valuation will also be
updated at the completion of CSBC’s stock offering.

Respectfully submitted,

RP FINANCIAL, LC.

B e

William E. Pommerening’
Chief Executive Officer

"%D{f/ba—»\

Grego
Senior Vice President
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I. OVERVIEW AND FINANCIAL ANALYSIS -

Introduction

Citizens South Bank (“Citizens South” or the “Bank”), chartered in 1904, is a federally-
chartered stock savings bank headquartered in Gastonia, North Carolina. The Bank changed its
name from Gaston Federal Bank to its current name in March 2002, following the acquisition of
Innes Street Financial Corporation (“Innes Street”) and its wholly-owned subsidiary, Citizens
Bank, Inc. The acquisition of Innes Street became effective on December 31, 2001. The Bank
maintains its main office and five branch offices in Gaston County, North Carolina, which is
located in the I-85 corridor, approximately twenty miles west of the regional banking center of
Charlotte, North Carolina. The Bank also operates two branch offices in Rowan County, North
Carolina, and one branch office in Iredell County, North Carolina. These offices are located
apprc;ximately 60 miles northeast of the main office. A map of the Bank’s office locations is
included as Exhibit I-1. Citizens South is a member of the Federal Home Loan Bank ("FHLB")
system and its deposits are insured up to the maximum allowable amount by the Federal Deposit

Insurance Corporation ("FDIC").

Citizens South Banking Corporation (“CSBC” or the “Holding Company™) is a federally-
chartered stock holding company that was organized in March 1998.as Gaston Federal Bancorp,
Inc. for the purpose of acquiring all of the capital of the Bank upon completion of the Bank’s
reorganization from a mutual savings bank into a mutual holding company structure. In May
2002, the shareholders of the Holding Company approved an amendment to change the name to
Citizens South Banking Corporation and the parent mutual holding company, which was
originally organized as Gaston Federal Holdings, MHC, is now Citizens South Holdings, MHC
(the “MHC”). As part of the reorganization, the Holding Coinpany offered for sale 47.0 percent
of the shares of its common stock in a public offering. The remaining 53.0 percent of the
Holding Company’s shares of common stock were issued to the MHC. The reorganization and
public stock offering were completed on April 9, 1998. Net proceeds from the public stock
offering amounted to $18.5 million. As of March 31, 2002, the MHC owned 2,457,007 shares or
58.4 percent of the Hoiding Company’s shares of common stock outstanding and the public

owned the remaining 1,752,427 shares or 41.6 percent of the Holding Company’s shares of
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common stock outstanding. As of March 31, 2002, CSBC had $443.3 million in assets, $352.1

million in deposits and total equity of $42.2 million or 9.5 percent of total assets. CSBC’s

audited financial statements are included by reference as Exhibit I-2.

Plan of Conversion

On May 23, 2002, the respective Boards of Directors of the MHC, the Holding Company
and the Bank adopted the plan of conversion pursuant to which the MHC will be merged into the
Bank and the MHC will no longer exist. Pursuant to the plan of conversion, CSBC, which owns
100 percent of the Bank, will be succeeded by a new corporation with the same name. As part of
the conversion, the Holding Company will sell shares of common stock in an offering that will
represent the ownership interest in CSBC currently owned by the MHC. As of March 31, 2002,
the MHC’s ownership"intere'st in CSBC approximated 58.4 percent. The Holding Company will
also issue shares of its common stock to the public stockholders of CSBC pursuant to an
exchange ratio that will result in the public shareholders owning the same aggregate percentage
of the newly issued CSBC common stock as owned immediately prior to the conversion. As of
March 31, 2002, the public stockholders’ ownership interest in CSBC approximated 41.6

percent.

Strategic Overview

CSBC maintains a local community banking emphasis, with a primary strategic objective
of meeting the borrowing and savings needs of its local customer base. On December 31, 2001,
the Holding Company completed the cash acquisition of Innes Street and its wholly-owned
subsidiary, Citizens Bank. The $37.9 million cash acquisition of Innes Stree't“ significantly
increased the Holding Company’s asset size, leveraged capital and tangible capital, and
expanded the branch network outside of Gaston County. Citizens Bank operated a main office
and one branch office in Rowan County and one branch office in Iredell County. At the time of
the acquisition, Innes Street had total assets of $221.8 million, net loans of $170.5 millioﬁ, total
deposits of $175.4 million and total liabilities of $183.8 million. The acquisition was accounted

for using the purchase method of accounting, creating $9.5 million of intangible assets.
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Historically, CSBC’s operating strategy has been fairly reflective of a traditional thrift
operating strategy in which 1-4 family residential mortgage loans and retail deposits have
constituted the principal components of the Holding Company’s assets and liabilities,
respectively. Innes Street’s operating strategy also emphasized 1-4 family lending funded by
retail deposits. In recent years, the Holding Company has pursued a more diversified lending
strategy, emphasizing growth of commercial business and consumer loans. On a more limited
basis, the Holding Company’s lending activities include diversification into construction, land,
commercial real estate and multi-family loans. In 2001, the Holding Company utilized the lower
interest rate environment as an opportunity to accelerate diversification of the loan portfolio,
through reinvesting increased prepayments of residential mortgages caused by the high demand

for the refinancing of such loans into commercial business and home equity loans.

- CSBC’s—imble-rnentation of a more diversified lending strategy is expected to enhance the
yield and interest rate sensitivity of the loan portfolio, while also increasing the credit risk
associated with the loan portfolio. The Holding Company has sought to limit the credit risk
exposure associated with higher risk types of loans, through emphasizing origination of such
loans in local markets and to established lending relationships with favorable credit histories. To
date, the Holding Company’s more diversified lending strategy has not led to a deterioration in
credit quality, although non-performing assets increased as the result of acquisition of Innes
Street. Most notably, the Holding Company acquired an office building property that is currently
held as real estate owned with a carrying value of $1.3 million. The office building is located in
Greenville, South Carolina, and is listed for sale with an independent real estate sales agent.
Notwithstanding the increase in problem assets that resulted from the acquisition of Innes Street,

the Holding Company’s ratio of non-performing assets to total assets remains favorably low.

Investments serve as a supplement to the Holding Company’s lending activities. The
Holding Company’s investment strategy emphasizes low risk types of investments, with the
intent of providing and maintaining liquidity and to generate a favorable return within the
context of supporting interest rate and credit risk objectives. Investments currently held by the
Holding Company consist primarily of mortgage-backed securities and U.S. Government and

agency securities. To manage the interest rate risk associated with the investment portfolio, the
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Holding Company has emphasized investing in securities that mature or reprice in five years or

less and all investment securities are maintained as available for sale.

Retail deposits have consistently served as the primary interest-bearing funding source
for the Holding Company and the Holding Company has sustained positive deposit growth over
the past three and one-half years, with the most significant growth provided by the acquisition of
Innes Street’s deposits in 2001. CSBC experienced a slight decline in deposits in the first quarter
of 2002, reflecting some minor deposit run-off in the branches that were acquired. The Holding
Company’s deposit composition was not significantly altered by the deposits acquired from

Innes Street, with CDs continuing to comprise approximately two-thirds of total deposits.

Borrowings serve as an alternative funding source for the Holding Company to support
management of funding costs and to manage interest rate risk. The Holding Company’s use of
borrowihgs has emphésized FHLB advances with fixed rate terms of less than ten yearé, some of
which have a one-time call provision. The Holding Company also holds a modest balance of

other short-term borrowings.

CSBC’s eamnings base is largely dependent upon net interest income and operating
expense levels, although sources of non-interest operating have become a more significant
earnings contributor in recent years. The Holding Company has experienced a downward trend
in the net interest margin during recent years, reflecting interest rate spread compression
attributable to the decline in yield earned on interest-earning assets. The Holding Company’s
interest rate spread increased significantly in the first quarter of 2002, which was realized
through a steeper decline in funding costs relative to the decline in yield earned on interest-
earning assets. However, the improvement in net interest income was less significant, as the
acquisition of Innes Street resulted in increases in the Holding Company’s level ‘0f non-interest
earning assets-to-assets and level of interest-bearing liabilities-to-assets. Accordingly, the
increase in net interest income provided by the widening yield-cost spread was somewhat offset
by a sharp decline in the Holding Company’s interest-earning assets-to-interest-bearing liabilities
(“IEA/IBL”) ratio. Growth of non-interest operating income has been primarily realized through
increased fee income on deposit accounts, which has been supported by implementation of an

aggressive marketing program to increase fee generating deposit accounts. The opening of new
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branch offices in 2000 and 2001, as well as implementation of a competitive fee structure on

deposit products has also contributed to the increase in fee income earned on deposit accounts.

Operating expenses represent the other major component of the Holding Company’s
earnings and have exhibited a notable increase in recent years. Higher operating expenses have
resulted from adding two new branches during the past two years, prior to taking into account the
three branches added from the acquisition of Innes Street, and the additional expense associated
with the servicing a larger number of transaction deposit accounts. Given that the two branch
openings have been fairly recent, the costs of operating and maintaining the two branches have
yet to be fully leveraged. The acquisition of Innes Street will further increase the Holding
Company’s operating expenses, but should support a decline in the operating expense ratio as a
percent of average assets. The lower operating expense ratio will be supported by cost savings

realized in the merger and Innes Street’s lower cost of operations.

Over the past five and one-half years, CSBC’s operating strategy has resulted in
significant asset growth, leveraging of capital and gradual transformation of the balance sheet to
a more “bank like” structure. A key component of the Holding Company’s business plan is to
complete a second step conversion offering. In particular, the additional equity capital raised in
the conversion will provide a larger capital cushion for asset growth, including possible growth
through other acquisitions of local thrifts, commercial banks or other financial service providers
as opportunities arise. As a fully-converted institution, it is contemplated that the ability to offer
Holding Company stock as consideration will facilitate increased opportunities to grow through

acquisition.

The Holding Company anticipates that growth opportunities will also result from the
expansion of market area provided by the acquisition of Innes Street, as well as further
expanding the branch network through establishing additional branches that complement the
existing branch network. Additionally, CSBC’s higher capital position resulting from the
infusion of conversion proceeds will also serve to reduce interest rate risk, through enhancing the
Holding Company’s IEA/IBL ratio. The additional funds realized from the stock offering will
provide an alternative funding source to deposits and borrowings in meeting the Holding

Company’s future funding needs, which may facilitate a reduction in CSBC’s funding costs.
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) CSBC. The Holding Company is expected to retain up to 50 percent-of the net
conversion proceeds. At present, funds at the Holding Company level, net of the
loan to the ESOP, are expected to be initially invested primarily into short-term
investment grade securities. Over time, the funds may be utilized for various
corporate purposes, which may include acquisitions, infusing additional equity
into the Bank, repurchases of common stock, and the payment of regular and/or
special cash dividends.

) Citizens South. Approximately 50 percent of the net conversion proceeds will be
infused into the Bank. Cash proceeds (i.e., net proceeds less deposits withdrawn
to fund stock purchases) infused into the Bank will initially become part of
general funds, pending deployment into loans.

Balance Sheet Trends

Table 1.1 presents the Holding Company’s balance sheet trends from September 30, 1997
through March 31, 2002, The Holding Company switched from a September 30 fiscal year to a
calendar fiscal year in 2000. From September 30, 1997 through March 31, 2002, CSBC
exhibited average annual asset growth of 23.2 percent, with the strongest growth occurring in
2001 as the result of the acquisition of Innes Street. Asset growth has been primarily realized
through loan growth, while growth in investment securities and mortgage-backed securities have
been more limited. Overall, total interest-eaming assets comprising total assets has declined
since September 30, 1997, pnmanly as the result of the goodw111 and 1ntang1b1es created by the
acquisition of Innes Street. As of March 31, 2002 goodwﬂl and 1ntang1b1es equaled 2.0 percent
of total assets. Asset growth has been funded by a combination of deposits, borrowings and
capital, with trends in the Holding Company’s funding composition showing an increase in the
level of borrowings funding assets and declines in the level of deposits and capital funding
assets. A summary of CSBC’s key operating ratios for the past five fiscal years and the first
quarter of fiscal 2002 is presented in Exhibit I-3. )

Prior to the acquisition of Innes Street, growth of the loan portfolio was somewhat
limited. Net loans receivable declined from 77.5 percent of assets at September 30, 1997 to 62.8
percent of assets at December 31, 2000. The acquisition of Innes Street supported an increase in
the loans-to-assets ratio to 74.7 percent at year end 2001, with the ratio declining to 73.0 percent
at the end of the first quarter of 2002 due to a decline in net loans receivable. The decline in

loans receivable in the first quarter of 2002, as well as in 2000, was mostly attributable to a
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decline in the balance of 1-4 family permanent mortgage loans, reflecting the -impact of
accelerated repayments of 1-4 loans caused by borrowers refinancing into lower rate loans, the
Holding Company’s philosophy of closing originations of 1-4 family fixed rate loans in a third

party name and the sale of fixed rate loans in 2000.

Trends in the Holding Company’s loan portfolio composition highlight the current
business plan of a pursuing a more diversified lending strategy, particularly emphasizing
consumer and commercial business types of lending. Over the past five and one-half years, the
concentration of 1-4 family permanent mortgage loans comprising total loans declined from 76.5
percent at September 30, 1997 to 56.3 percent at March 31, 2002. Comparatively, over the same
time period, consumer loans increased from 5.3 percent to 19.7 percent of total loans and
commercial business loans increased from 4.0 percent to 9.4 percent of total loans. Loan growth
realized from the acquisition of Innes Street consisted mostly of 1-4 family permanent mortgage
loans, consumer loans and commercial real estate/multi-family/land loans. As of March 31,
2002, commercial real estate/multi-family/land loans equaled 9.9 percent of total loans
outstanding, with the balance of the portfolio consisting of construction loans (4.7 percent of

total loans outstanding).

The intent of the Holding Company’s investment policy is to provide adequate liquidity
and to generate a favorable return within the context of supporting CSBC’s overall credit and
interest rate risk objectives. It is anticipated that proceeds retained at the holding company level
will primarily be invested into investments with short-term maturities. Over the past five and
one-half years, the Holding Company’s level of cash and investment securities (inclusive of
FHLB stock) ranged from a low of 11.4 percent of assets at year end 2001 to a high of 24.8
percent of assets at September 30, 1998. As of March 31, 2002, the Holding Company
maintained total cash and investments of $62.5 million or 1.4.2 percent of assets, which mostly
consisted of $36.2 million of cash and equivalents. Investments held by the Holding Company at
March 31, 2002 consisted of U.S. Government and agency securities ($11.1 million), municipal
bonds ($6.2 million), corporate bonds ($2.1 million), equity securities ($3.5 million) and FHLB
stock $3.4 million. The investment portfolio is classified as available for saie and, as of March
31, 2002, the Holding Company maintained a net unrealized gain of $1.4 million on the

investment portfolio. Exhibit I-4 provides detail of the Holding Company’s investment portfolio.
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Mortgage-backed securities comprise the balance of the Holding Company’s interest-
earning assets composition, serving as an investment alternative to deploy excess liquidity. The
mortgage-backed securities portfolio consists of securities guaranteed or insured by a federal
agency and includes a mixture of fixed rate and adjustable rate securities. The mortgage-backed
securities portfolio ranged from a high of 9.1 percent of assets at year end 2000 to a low of 5.2
percent of assets at March 31, 2002. As of March 31, 2002, the mortgage-backed securities
portfolio totaled $23.0 million and was classified as available for sale. A net unrealized loss of

$52,000 was maintained on the mortgage-backed securities portfolio at March 31, 2002.

The Bank also maintains an investment in bank-owned life insurance (“BOLI”) policies,
which cover the lives of some of the Bank’s executive officers and directors. Citizens South is
the owner and beneficiary of the policies and the purpose of the investment is to provide funding
for the Bank’s employee benefit plans. The life insurance policies earn tax-exempt income
through cash value accumulation and death proceeds. As of March 31, 2002, the cash surrender

value of the BOLI equaled $6.6 million.

Over the past five and one-half years, CSBC’s funding needs have been substantially met
through retail deposits, internal cash flows, borrowings and retained earnings. From September
30, 1997 through March 31, 2002, deposits increased at an average annual rate of 21.7 percent.
The substantial portion of the Holding Company’s 'deposit growth was realized “through the
acquisition of Innes Street in 2001, which also supported an increase in the deposits-to-assets
ratio from 66.4 percent at year end 2000 to 79.0 percent at year end 2001. In recent years, the
Holding Company’s deposit composition has exhibited a shift towards a slightly higher
concentration of CDs, which was primarily attributable to the relatively high concentration of
CDs that comprised Innes Street’s deposit composition. As of March 31, 2002, CDs and
transaction and savings accounts represented 68.0 percent and 32.0 percent of the Holding
Company’s total deposits, respectively, versus comparable ratios of 64.9 percent and 35.1

percent at September 30, 1999.

Borrowings serve as an alternative funding source for the Holding Company to support
management of funding costs and interest rate risk. Utilization of borrowings consists primarily

of FHLB advances, most of which were added following the minority stock offering in 1998 to
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facilitate leveraging of capital. Over the past five and one-half years, borrowings ranged from a
low of 2.0 percent of assets at September 30, 1997 to a high of 16.9 percent of assets at year end
2000. As of March 31, 2002, borrowings totaled $41.0 million or 9.5 percent of assets,
consisting of $39.0 million of FHLB advances and $2.0 million of other short-term borrowings.
FHLB advances held by the Holding Company consist of fixed rate notes for terms of less than

10 years, some of which have a one-time call provision.

Since September 30 1997 through March 31, 2002, retained earnings and net proceeds
realized from the minority stock offering translated into an average annual capital growth rate of
17.0 percent for the Holding Company. The most significant capital growth was recorded in
1998, as the result of the completion of the minority stock offering. Net proceeds from the
minority stock offering amounted to $18.5 million, which supported an increase in the Holding
Company’s equity-to-assets ratio from 12.0 percent at September 30, 1997 to 20.0 percent at
September 30, 1998. Since 1998, capital growth has been slowed by dividend payments and
stock repurchases, which combined with asset growth, has served to leverage the Holding
Company’s equity-to-assets ratio down to 9.5 percent at March 31, 2002. The most significant
asset growth and leveraging of capital was provided by the acquisition of Innes Street completed
effective December 31, 2001. As the result of the goodwill and intangibles created by the
acquisition, the decline in the Holding Company’s tangible equity-to-assets ratio has been more
signiﬁcant. The Holding Company’s tangiblé eqﬁify—to-éésets rétié .eqﬁaled- 76 ﬁeréent at March
31, 2002, versus a comparable ratio of 20.0 percent at September 30, 1998. The additional
capital realized from the second step conversion offering will serve to strengthen the Holding

Company’s capital position and support the growth strategies contemplated in its business plan.

Income and Expense Trends

Table 1.2 shows the Holding Company’s historical income statements from twelve
months ended September 30, 1997 through the twelve months ended March 31, 2002. The
Holding Company reported positive earnings over the past five fiscal years and for the most
recent twelve month period, ranging from a low of 0.65 percent of average assets during the
twelve months ended March 31, 2002 to a high of 0.98 percent of average assets during the
twelve months ended September 30, 1998. The lower return on assets ratio indicated for the
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most recent twelve month period is in part attributable to the impact on average assets and
earnings resulting from the acquisition of Innes Street. The average assets balance for the twelve
months ended March 31, 2002 was calculated based on the average of the quarter end balances
for the past five quarters. Accordingly, since the acquisition of Innes Street was completed
effective December 31, 2001, the average includes two quarters with the increase in assets
realized from the acquisition of Innes Street. Comparatively, the earnings for the twelve months
ended March 31, 2002 includes only one quarter of higher earnings that was pfovided by the
acquisition of Innes Street. Net interest income and operating expenses represent the primary
components of the Holding Company’s earnings, while non-interest operating income has been a
growing contributor to the Holding Company’s earnings. The Holding Company’s historically
strong credit quality has generally served to limit the impact of loss provisions on earnings.
Gains and losses realized from the sale of securities and other assets have had a varied impact on
earnings over the past five and one-half years and are not considered to be part of the Holding

Company’s recurring or core earnings.

Over the past five and one-half years, the Holding Company’s net interest income to
average assets ratio has ranged from a low of 2.52 percent for the year ended December 31, 2001
to a high of 3.53 percent for the twelve months ended September 30, 1998. The general decline
in the net interest income ratio since 1998 reﬂects the 1mpact of mterest rate spread compressmn
as CSBC expenenced a more significant dechne in the average y1e1d earned on interest-earning
" assets compared to the average cost paid for interest-bearing liabilities. Accordingly, the
Holding Company’s interest rate spread declined from 3.16 percent during the twelve months
ended September 30, 1998 to 2.05 percent for the year ended December 31, 2001. The decline in
the net interest income ratio also reflects the impact of a declining IEA/IBL ratio, as the
acquisition of Innes Street resulted in a reduction in the level of interest-earning assets
comprising assets and an increase in the level of interest-bearing liabilities funding assets.
Accordingly, while the Holding Company’s interest rate spread increased to 3.50 percent in the
first quarter of 2002, due to a shaper decline in funding costs compared to the decline in yield
eamed on interest-earning assets, the increase in net interest income to average assets ratio

provided by the widening yield-cost spread was somewhat offset by the reduction experienced in
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the IEA/IBL ratio. The Holding Company’s historical net interest rate spreads, yields and costs
and IEA/IBL ratios are set forth in Exhibits I-3 and I-5.

Non-interest operating income has been a growing contributor to the Holding Company’s
earnings, increasing from 0.27 percent of average assets for the twelve months ended September
30, 1997 to a high of 1.15 percent of average assets for the year ended December 31, 2001. For
the twelve months ended March 31, 2002, non-interest operating income equaled 0.98 percent of
average assets. Growth of non-interest operating income has been primarily realized through
increased fee income on deposit accounts, which has been supported by implementation of an
aggressive marketing program to increase fee generating deposit accounts. The opening of new
branch offices in 2000 and 2001, as well as implementation of a competitive fee structure on
deposit products has also contributed to the increase in fee income earned on deposit accounts.
To a lesser extent, growth in non-interest operating income has been supported by increased loan
fee income realized from increased originations of 1-4 family fixed rate loans and an increase in

income generated by additional purchases of BOLL

Operating expenses represent the other major component of the Holding Company’s
earnings, ranging from a low of 2.32 percent of average assets for the twelve months ended
September 30, 1997 to a high of 2.78 percent of average assets for the twelve months ended
September 30, 1999. The Holding Company’s operating expense to.average assets ratio equaled
2.55 percent for the twelve months ended March 31, 2002. The upward trend in operating
expenses reflects the impact of adding two new branches during the past two years, prior to
taking into account the three branches added from the acquisition of Innes Street, and the
additional expense associated with the servicing a larger number of transaction deposit accounts.
Given that the two branch openings have been fairly recent, the costs of operating and
maintaining the two branches have yet to be fully leveraged.. The acquisition of Innes Street will
further increase the Holding Company’s operating expenses, but should support a decline in the
operating expense ratio as a percent of average assets due to cost savings realized in the merger
and Innes Street’s lower cost of operations. At the same time upward pressure will be placed on
the Holding Company’s operating expense ratio following the stock offering, due to expenses
associated with operating as a company that is 100 percent owned by public shareholders and

expenses related to the implementation of the stock benefit plans. However, the increase in
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capital realized from the stock offering will also increase the Holding Company’s €apacity to

leverage operating expenses through further growth of the balance sheet.

Overall, the general trends in the Holding Company’s net interest margin and operating
expense ratio since 1997 reflect a decline in the Holding Company’s core earnings, as indicated
by the expense coverage ratio (net interest income divided by operating expenses). CSBC’s
expense coverage ratio equaled 1.51 times for the twelve months ended September 30, 1997,
versus a comparable ratio of 0.99 times during the twelve months ended March 31, 2002. The
decline in the expense coverage resulted from a decline in the net interest income ratio and an
increase in the operating expense ratio. Similarly, CSBC’s efficiency ratio (operating expenses,
net of amortization of intangibles, as a percent of the sum of net interest income and other
operating income) of 69.5 percent for twelve months ended March 31, 2002 was less favorable
than the 61.4 percent efficiency ratio maintained for the twelve months ended September 30,
1997—. Reinvestment of the net conversion proceeds, as well as realizing the increase in core
eamings provided by Innes Street acquisition for a full twelve month period should facilitate

improvement in the Holding Company’s expense coverage and efficiency ratios going forward.

Loan loss provisions have generally had a limited impact on the Holding Company’s
earnings over the past five and one-half years, which has been supported by the Holding
Company’s favorable credit quality. Loan loss provisions established by the Holding Company
declined from a high of 0.17 percent of average assets for the twelve months ended September
30, 1997 to a low of 0.02 percent of average assets for the twelve months ended December 31,
2000. For the twelve months ended March 31, 2002, loss provisions established by CSBC
equaled 0.05 percent of average assets. As of March 31, 2002, the Holding Company maintained
allowance for loan losses of $3.0 million, equal to 95.9 percent of non-performing assets and
0.93 percent of net loans receivable. Exhibit I-6 sets forth the Holding Company’s allowance for

loan loss activity during the past five and one-half years.

Net gains and loss resulting from the sale of investment securities and other assets have
generally been a limited factor in the Holding Company’s earnings. For the twelve months
ended March 31, 2002, net gains equaled 0.03 percent of average assets. The relatively high net
gains recorded in 1999, equal to 0.62 percent of average assets, was primarily realized through a

$1.3 million gain recorded on the sale of $6.4 million of investments, while the net loss recorded
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in 2000, equal to 0.24 percent of average assets, primarily resulted from the sale of $18.2 million
of loans at a loss of $873,000. The loans were primarily long-term, fixed rate mortgages and
were sold in order to reduce the Holding Company’s exposure to rising interest rates. The
proceeds from the loan sale were primarily used to fund the origination of shorter-term non-
residential loans and adjustable rate home equity lines of credit. Overall, the gains and losses

recorded by the Holding Company are not considered to be part of its recurring or core earnings.

Interest Rate Risk Management

The Holding Company pursues a number of strategies to manage interest rate risk, which
have been fairly effective in limiting the repricing mismatch between interest rate sensitive assets
and liabilities. Management of the Holding Company’s interest rate risk is conducted on an
ongoihg basis and is reviewed formally by the Asset/Liability Committee (“ALCO”) quarterly.
The Holding utilizes reports prepared by Risk Analytics, an independent third party, and the OTS
to monitor and analyze the effects that interest rate movements will have on the balance sheet
and on net interest income. The Risk Analytics analysis, as of March 31, 2002, indicated a 200
basis point instantaneous and sustained rise in interest rates would result in an 18.8 percent
decline in the Bank’s Net Portfolio Value (see Exhibit I-7). This is within targeted limits as set
forth by the Board.

The Holding Company manages interest rate risk from the asset side of the balance sheet,
through such strategies as maintaining investments as available-for-sale, investing in securities
with short-terms or floating rates, closing originations of 1-4 family fixed rate loans in a third
party name and emphasizing the origination and retention of adjustable rate loans and short-term
fixed rate loans. As of March 31, 2002, of the total loans due after December 31, 2002, ARM
loans comprised 52.4 percent of those loans (see Exhibit I-8). On the liability side of the balance
sheet, management of interest rate risk has been pursued through utilizing fixed rate FHLB
advances with terms of more than one year and emphasizing growth of less interest rate sensitive

and lower cost core deposits in the form of savings and transaction accounts.

The infusion of stock proceeds will serve to further limit the Holding Company’s interest

rate risk exposure, as most of the net proceeds will be redeployed into interest-earning assets and
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the increase to capital will lessen the proportion of interest rate sensitive liabilities funding

assets.

Lending Activities and Strategy

CSBC'’s lending activities have traditionally emphasized 1-4 family permanent mortgage
loans and 1-4 family permanent mortgage loans still comprise the largest concentration of the
loan portfolio. The Holding Company’s current lending activities have emphasized originating
commercial business loans, consumer loans, home equity lines of credit, as well as 1-4 faﬁily
permanent mortgage loans. To a lesser extent, lending diversification by the Holding Company
includes construction, commercial real estate and multi-family loans. Exhibit 1-9 provides
historical detail of CSBC’s loan portfolio composition over the past five and one-half years and
Exhibit I-10 prbvidés the contractual maturity of the Holding Company’s loan portfolio by loan
type as of December 31, 2001.

CSBC originates both fixed rate and adjustable rate 1-4 family permanent mortgage
loans, generally retaining ARM loan originations for investment. Fixed rate loan originations are
generally closed in a third party name and are not retained in the Holding Company’s loan
portfolio. Fixed rate loans offered by the Holding Company have terms ranging from 10 to 30
years. CSBC offers ARM loans that have an initial fixed interest rate for three or five years and
then convert to a one-year ARM following the initial repricing period. ARM loans are based on
the Treasury constant maturity index, with the initial rate of interest dependent upon the length of
the repricing term (i.e., generally a higher rate is charged for loans with a longer initial repricing
term). CSBC originates 1-4 family loans up to a loan-to-value ("LTV") of 95.0 percent, with
private mortgage insurance required for loans with LTV ratios greater than 80.0 percent. As of
March 31, 2002, the Holding Company’s 1-4 family permanent mortgage loan portfolio totaled

$187.1 million or 56.3 percent of total loans outstanding.

Construction loans originated by the Holding Company consist of loans to finance the
construction of 1-4 family residences. The Holding Company's construction lending activities
include financing to builders for the construction of homes that are built on both a speculative

and pre-sold basis, as well financing to individuals for the construction of personal residences.
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Construction loans require the payment of interest only during the construction period, which is
typically twelve months. Construction loans to builders are generally paid out by maturity when
the home is sold. Construction loans to individuals are converted upon completion to a
permanent loan made by the Holding Company or are paid out by a permanent loan from a third
party lender. Construction loans to individuals are generally subject to the same LTV ratio limits
as 1-4 family permanent mortgage loans. The LTV ratio on construction loans to builders is
limited to 80.0 percent. As of March 31, 2002; CSEC’S outstanding balance of construction

loans totaled $15.5 million or 4.7 percent of total loans outstanding.

The balance of the mortgage loan portfolio consists of commercial real estate, multi-
family and land loans, which are substantially collateralized by properties in the Holding
Company’s normal lending territory. These loans are originated up to a maximum LTV ratio of
80.0 percent, require a minimum debt-coverage ratio of 1.25 times and have terms of up to 20
years-. Commercial real estate, multi-family and land loans generally are offered as ARM loans
based on the constant maturity Treasury index, with one, three or five-year repricing periods and
for a fixed period not to exceed five years. ARM loans are subject to annual and lifetime
repricing caps of 2.0 percent and 5.0 percent, resﬁectively. To a lesser extent, these loans are
based on the Holding Company’s prime rate or on a fixed rate for a period of generally five
years. Properties securing these loans include ofﬁgg_builgi_ings,Achg’rc'hes,. retail space, apartments
and land. Land loans serve asv a complement to the Holdir;g Company’sA ‘1-4 fainily lending
activities, as such loans are primarily secured by single-family lot loans or land that will be used
for residential development. As of March 31, 2002, Citizens South’s outstanding balance of
commercial real estate, multi-family and land loans totaled $32.9 million or 9.9 percent of total

loans outstanding.

Diversification into non-mortgage lending consists of consumer loans, as well as
commercial business loans. The consumer loan portfolio consists primarily of home equity lines
of credit. Other types of consumer loans held by the Holding Company include loans secured by
deposit accounts, second mortgage loans, automobiles, recreational vehicles, home improvement
loans and unsecured personal loans. Home equity lines of credit are floating rate loans tied to
The Wall Street Journal Prime Rate and are generally limited to a maximum LTV ratio of 90.0

percent of the combined balance of the home equity line of credit and the first lien. Home equity
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lines of credit have terms of up to 15 years. Other consumer loans are made with fixed interest
rates and have terms that generally do not exceed five years. As of March 31, 2002, CSBC’s
consumer loan portfolio totaled $65.6 million or 19.7 percent of total loans outstanding, of which

$47.1 million consisted of home equity lines of credit.

Commercial business loans offered by the Holding Company consist of floating rate
loans tied to the Holding Company’s prime rate and fixed rate loans with terms up to seven
years. Fixed rate loans are generally extended at the Holding Company’s prime rate plus a
margin. Commercial business loans offered by the Holding Company consist primarily of
secured loans, while the portfolio also includes a minor amount of unsecured loans. The
decision to grant a commercial business loan depends primarily on the creditworthiness and cash
flow of the borrower and any guarantors. Commercial business loans will continue to be
emphasized as an area of lending growth for the Holding Company following the conversion, in
which CSBC will be targeting small- and mid-size companies in the local market area as the
primary source of commercial loan growth. As of March 31, 2002, Citizens South’s outstanding
balance of commercial business loans totaled $31.2 million or 9.4 percent of total loans

outstanding.

Exhibit I-11 provides a summary of the Holding Company’s lending activities over the
past three and one-half years. . The. Holding Company’s.current emphasis on commercial
business and consumer lending is highlighted by recent lending volume trends, as such loans
represented the Holding Company’s most active lending area during the past three and one-half
years. Originations of commercial business and consumer loans increased from $27.2 million
for the twelve month ended September 30, 1999 ($22.8 million of commercial business loans and
$4.4 million of consumer loans) to $52.1 million for the year ended December 31, 2001 ($29.9
million of commercial business loans and $22.1 million of consumer loans). For the quarter
ended March 31, 2002, originations of commercial business and consumer loans equaled $14.0
million ($2.7 million of commercial business loans and $11.4 million of consumer loans).
Originations of construction loans constituted the second most active lending area for the
Holding Company, reaching a peak volume of $8.8 million during the year ended 2001. The
Holding Company’s relatively low volume of 1-4 family originations, equaling $1.4 million for

the year ended December 31, 2001, reflects originations of only adjustable rate loans that are
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retained for investment and does not include originations of fixed rates loans that are elosed in a
third party name. In recent years, the substantial portion of the Holding Company’s 1-4 family

lending volume has consisted of fixed rate loans.

The stronger demand for loan refinancings translated in higher repayments during the |
year ended December 31, 2001, as loan repayments increased from $46.2 million for the year
ended December 31, 2000 to $63.5 million for the year ended December 31, 2001. To facilitate
restructuring of the balance sheet for purposes of reducing the interest rate risk and increasing
the yield potential of the loan portfolio, the Holding Company sold $13.1 million of loans for the
twelve months ended September 30, 1999 and $18.2 million of loans for the twelve months
ended December 31, 2000. The loans sold were 1-4 family fixed rate loans and the proceeds
realized from the sales were primarily reinvested in short-term mortgages and commercial
business and consumer loans. Loan growth was most significant in 2001, as the result of the
$170.-5 million of loans acquired in connection with the acquisition of Innes Street. Accordingly,
the net loans receivable balance increased from $158.8 million at December 31, 2000 to $334.3
million at December 31, 2001. The Holding Company experienced a $10.8 million reduction in
net loans receivable during the first quarter of 2002, which was primarily attributable to
increased repayments ($32.2 million in the first quarter of 2002 versus $13.2 million for the year
ago period).

Asset Quality

The Holding Company’s historical lending emphasis on 1-4 family loans and emphasis
on credit risk management have generally served to limit asset quality problems. Exhibit I-12
provides detail of the Holding Company’s non-performing assets over the past five and one-half
years. Over the past five and one-half years, CSBC’s balance of non-performing assets ranged
from a high of 0.75 percent of assets at September 30, 1997 to a low of 0.11 percent of assets at
December 31, 2000. As shown in Exhibit I-12, the Holding Company’s balance of non-
performing assets totaled $3.2 million or 0.71 percent of assets at March 31, 2002 and consisted
of $1.5 million of non-accruing loans and $1.7 million of real estate owned. The Holding
Company’s largest non-performing asset currently consists of an office building in Greenville,

South Carolina, that is held as real estate owned and accounted for $1.3 million of the real estate
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owned balance at March 31, 2002. The REO property was acquired in connection with the

acquisition of Innes Street and is listed for sale with an independent real estate sales agent.

The Holding Company reviews and classifies assets on a quarterly basis and establishes
loan loss provisions based on the overall quality, size and composition of the loan portfolio, as
well other factors such as historical loss experience, industry trends and local real estate market
and economic conditions. The Holding Company maintained valuation allowances of $3.0
million at March 31, 2002, equal to 0.93 percent of net loans receivable and 95.9 percent of non-

performing assets,

Funding Composition and Strategy

Deposits have consistently accounted for the Holding Company’s primary source of
funds and at March 31, 2002, deposits equaled 89.6 percent of CSBC'’s interest-bearing funding
composition. Exhibit I-13 sets forth the Holding Company’s deposit composition for the past
three and one-half years and Exhibit I-14 provides the interest rate and maturity composition of

‘the CD portfolio at March 31, 2002. CDs represent the largest component of the Holding
Company’s deposit composition, with CSBC’s current CD composition reflecting a higher
concentration of short-term CDs (maturities of one year or less). As of March 31, 2002, the CD
portfolio totaled $239.6 million or 68.0 percent of total deposits and 89.2 percent of the CDs
were scheduled to mature in one year or less. As of March 31, 2002, jumbo CDs (CD accounts
with balances of $100,000 or more) amounted to $52.8 million or 22.0 percent of total CDs.
CSBC does not maintain any brokered CDs. Deposit rates offered by the Holding Company are

generally in the middle-to-upper end of the range of rates offered by local competitors.

Lower cost savings and transaction accounts comprise the balance of the Holding
Company’s deposit composition, with such deposits amounting to $112.5 million or 32.0 percent
of total deposits at March 31, 2002. Over the past three and one-half years, the Holding
Company’s deposit composition has exhibited a shift towards a slightly higher concentration of
CDs, which was primarily attributable to the relatively high concentration of CDs that comprised
Innes Street’s deposit composition. As of March 31, 2002, CDs and transaction and savings
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accounts represented 68.0 percent and 32.0 percent of the Holding Company’s total deposits,

respectively, versus comparable ratios of 64.9 percent and 35.1 percent at September 30, 1999.

Borrowings serve as an alternative funding source for the Holding Company to support
management of funding costs and interest rate risk. The Holding Company maintained $41.0
million of borrowings at March 31, 2002, slightly below the five and one-half year peak of $42.7
million at March 31, 2002. Borrowings held by the Holding Company at March 31, 2002,
consisted of $39.0 million of FHLB advances and $2.0 million of other short-term borrowings.
FHLB advances held by the Holding Company consist of fixed rate notes for terms of less than
10 years, some of which have a one-time call provision. CSBC’s deposit growth, internal
funding and stock proceeds are expected to be adequate enough to fund the substantial portion of
the Holding Company’s lending and investment activities for the intermediate-term. To the
extent additional borrowings are utilized by the Holding Company, such borrowings would most
likel}; consist of FHLB advances. Exhibit I-15 provides detail of the Holding Company’s

borrowing activities during the past three and one-half years.

Subsidiary

Citizens South Financial Services, Inc., doing business as Citizens South Investment
Services, is the only subsidiary that is maintained by the” Bank. " Citizens South Investment
Services operates as an independent agent selling various non-deposit financial products,
including mutual funds and annuities. Citizens South Investment Services also offers wealth
management and financial planning services, and expects its offering of these services to

increase in the future.

Legal Proceedings

CSBC is periodically involved in routine legal proceedings occurring in the ordinary
course of business which, in the aggregate, are believed by management to be immaterial to the

financial condition and results of operations of the Holding Company.
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II. MARKET AREA -

Introduction

CSBC conducts operations through nine full service branch offices in the Counties of
Gaston, Rowan and Iredell. The main office and five branches are maintained in Gaston County
in the towns of Gastonia (main office and two branches), Mount Holly, Dallas and Stanley. Two
branch offices are maintained in Rowan County in the towns of Salisbury and Rockwell and one
branch office is maintained in Iredell County in the town of Statesville. Gaston County is
located in the I-85 corridor, approximate twenty miles west of the regional banking center of
Charlotte, North Carolina. The branches offices in Iredell and Rowan Counties were acquired in
connection with the acquisition of Innes Street and are located approximate 60 miles northeast of
the main office. The Holding Company considers its primary market area to be the North
Caroiina Counties of Gaston, Rowan, Iredell, Mecklenburg, Cabarrus, Lincoln and Cleveland,
and the South Carolina County of York. Exhibit II-1 provides information on the Holding

Company’s office facilities.

The primary market area served by CSBC is viewed as mostly suburban in nature, with
economic growth supported by the outward expansion of the Charlotte MSA and the region’s
accessibility as a major transportation- hub. - Manufacturing -serves as the.basis of the local
economy, with services and wholesale/retail trade constituting the primary industries of
employment diversification. The Holding Company’s competitive environment includes a large
number of thrifts, commercial banks, and other financial services companies, many of which

have a regional or national presence.

Future business and growth opportunities will be partially influenced by économic and
demographic characteristics of the markets served by the Holding Company, particularly the
future growth and stability of the regional economy, demographic growth trends, and the nature
and intensity of the competitive environment for financial institutions. These factors have been
examined to help determine the growth potential that exists for the Holding Company and the

relative economic health of the Holding Company’s market area.
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Market Area Demographics

Demographic growth in the Holding Company’s market area has been measured by
changes in population, number of households and median household income, with trends in those
areas summarized by the data presented in Table 2.1. From 1990 through 2001, the primary
market area served by CSBC experienced positive growth as measured by population and
household growth. All three counties where the Holding Company maintains a branch presence
recorded an increase in population since 1990, with Iredell County posting the strongest growth
rate (2.9 percent annual growth rate). Growth of the regional economy has been supported by its
proximity to Charlotte and its accessibility as a transportation hub, which has spurred economic
expansion through attracting businesses to the area’s many industrial sites. The regional market
area offers immediate access to three Interstate Highways (I-77, I-85 and I1-40), as well as two -
international airports and a rail system. Gaston County is the most populous of the three-county
market area, with a 2001 population of 192,000. Population growth rates for both Iredell and
Rowan Counties, as well as the State of North Carolina, exceeded the U.S. growth rate, while
Gaston County’s annual population growth rate of 0.9 percent matched the U.S. growth rate.
Projected population growth for the primary market area counties is not expected to vary
materially from recent historical trends, with Iredell County’s population growth rate projected
to remain the strongest among.the primary. market.area counties. Growth in households
generally paralleled the population growth rates, with Iredell County exhibiting the highest

household growth rate among the primary market area counties.

Median household and per capita income measures for the primary market area counties
indicate that the faster growing Iredell County market is also a slightly more affluent market
area, reflecting the impact of the industrial growth that has occurred in the county. Iredell
County was the only primary market area county with a higher median household income than
the North Carolina median in 2001, while per capita income in all three of the primary market
area counties fell below North Carolina’s 2001 per capita income. Median household income
increased in all three of the primary market area counties over the past eleven years, with annual
growth rates ranging from a low of 2.3 percent in Gaston County to a high of 3.0 percent in
Iredell County. Consistent with trends reflected during the 1990s, household income growth is

projected to be the strongest in Iredell County over the next five years (3.2 percent annual
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Table 2.1 -
Citizens South Banking Corporation
Summary Demographic Data
Year Growth Rate Growth Rate
Population (000} ‘ 1990 2001 2006 1990-2001 2001-2006
United States 248,710 275,247 287,640 0.9% 0.9%
North Carolina 6,629 8,226 8,992 2.0% 1.8%
Gaston County 175 192 200 0.9% 0.8%
Iredell County 93 128 150 2.9% 3.2%
Rowan County 111 132 141 1.6% 1.2%
Households (000)
United States 91,947 103,400 108,897 1.1% 1.0%
North Carolina 2,517 3,203 3,506 2.2% 1.8%
Gaston County 65 75 78 1.2% 0.9%
Iredell County 36 49 58 3.0% 3.2%
.~Rowan County 43 51 54 1.6% 1.2%
Median Household Income (3$)
United States $29,199 $41,914 $49,127 3.3% 3.2%
North Carolina 26,243 37,441 42,551 3.3% 2.6%
Gaston County 28,858 36,929 41,570 2.3% 2.4%
Iredeli County 27,727 38,580 43,028 3.0% 2.2%
Rowan County 27,162 35,749 40,065 . 25% 2.3%
Per Capita Income - ($)
United States $13,179 $22,162 — 4.8% N/A
North Carolina 12,102 19,660 —_— 4.5% N/A
Gaston County - 12,382 18,487 —_— 3.7% N/A
Iredell County 12,407 . 19,072 .. .. —. .. ., 40%. . . NA
Rowan County 11,895 17,266 — 3.4% N/A
Less Than $15,000 to $25,000 to $50,000 to $100,000 to
2000 HH Income Dist.(%) $15,000 25,000 $50,000 $100,000 $150,000 $150,000+
United States 145 125 32.3 29.8 7.4 35
North Carolina 17.8 14.8 31.3 26.6 6.2 3.2
Gaston County 18.1 15.6 313 27.6 5.2 2.4
Iredell County 16.4 15.6 311 28.3 5.8 2.8
Rowan County 18.3 18.5 32.3 26.9 42 1.8

Source: CACI.
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growth), followed by Rowan County (1.2 percent annual growth) and Gaston County (0.9
percent annual growth). Household income distribution measures also imply that Iredell County
is a more affluent market area, based on the higher percentage of Iredell County households with
incomes of $100,000 or more. Based on these demographic trends, the markets served By CSBC
are viewed as being conducive for supporting lending and deposit growth opportunities over the
next five years, particularly with respect to the relatively attractive demographic characteristics

indicated for Iredell County.

National Economic Factors

The future success of the Holding Company’s operations is partially dependent upon
various national and local economic trends. In assessing economic trends over the past year,
signs.of slower economic growth continued to prevail in the second quarter of 2001, as a number
of companies initiated lay-offs to offset profit erosion caused by slackening demand for products
and services in general. The economic slow down and the general decline in the stock market
combined to erode consumer confidence as well. Despite the general downturn in the economy, -
the housing sector continued to prosper from the decline in mortgage rates. Home sales of
previously owned homes rose in May 2001 to the third highest monthly level ever recorded and
year-to-date sales of existing homes were up-2.6 percent compared to a year ago.- The slowing
economy also negatively impacted the budget surplus, which declined to $2.5 billion in July
2001, half its prior year level. However, inflation remained in-check, as consumer prices held

steady with the support of lower energy prices.

The September 11, 2001 terrorist attack had negative implications throughout the U.S.
economy and increased expectations that a recession was unavoidable. The U.S. economy
shrank at a 0.4 percent annual rate in the third quarter of 2001, existing home sales fell 11.7
percent in September and the index of leading economic indicators fell 0.5 percent in September.
Consumer confidence in October fell to its lowest level in seven years, as the October
unemployment rate hit a five-year high of 5.4 percent. A decline in the manufacturing index for
October provided another sign that the economy was continuing to struggle. The Federal

Reserve’s “beige book” report indicated that economic activity generally remained soft in
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October and the first half of November, with evidence of additional slowing in most-regions of
the U.S. Residential mortgage delinquencies rose in the third quarter, reflecting the impact of a
rising unemployment rate. The unemployment rate increased to 5.8 percent in December,
although increased working hours in the manufacturing sector provided indications of a possible

economic rebound.

Signs of a healing economy became more prominent at the beginning of 2002, as
manufacturing showed signs of expanding for the first time in 18 months, GDP growth was
slightly positive in the fourth quarter of 2001 and the national unemployment rate declined from
5.8 percent in December 2001 to 5.6 percent in January 2002. January data for industrial
production and retail sales provided further signs that the economic recovery was gaining
traction and raised hopes that the recession was nearing an end. An upward revision in the fourth
quarter GDP, a strong increase in a key manufacturing index for February and a decline in the
February unemployment rate signaled that the U.S. economy was recovering more rapidly than
expected. Consumer confidence surged in March to its highest level since December 2000,

increasing expectations of a broad economic recovery in the U.S.

The U.S. economy expanded at a 5.6 percent ahnualized rate in the first quarter of 2002,
the fastest pace in two years. However, the breadth of the economic recovery did not appear to
be broad based and showed signs of stalling;-as corporate- profits- remained depressed and
pessimism about the economic outlook continued to restrain capital spending and hiring.
Economic data for April 2002 provided indications that the economic recovery was tapering off
in the second quarter, based on a slower rate of expansion in the manufacturing sector and a
decline in construction activity. While the labor market added jobs in April, the unemployment
rate rose from 5.7 percent in March to 6.0 percent in April, its highest level in nearly eight years.
Notwithstanding the jump in the unemployment rate, consuﬁier confidence remained high and
retail sales surged higher than expected in April. The upswing in the economy continued into
May 2002 based on an increase in manufacturing activity, but most factories remained reluctant
to add workers. While the labor market grew meagerly in May, which reduced the

unemployment rate to 5.8, the recovery in employment continued to trail the rest of the economy.

Interest rates generally trended lower through most of 2001. Concems of a slumping
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economy prompted the Federal Reserve to reduce the overnight federal funds rate by 50 basis
points in early-January 2001, which was followed by ten more rate cuts over the course of 2001.
In total, the eleven rate cuts by the Federal Reserve sliced the target federal funds rate from 6.50
percent to 1.75 percent and provided for a reversion to a normal yield curve. The rate cuts
implemented throughout 2001 served to widen the gap between short-and long-term interest rates
as the year progressed and provided for a general decline in consumer loan rates. Lower
mortgage rates spurred peak lending volumes for 1-4 family lenders, as the result of both

refinancing activity as well as strong demand for new home purchases.

Expectations of a slow economic recovery and low inflation provided for a stable interest
rate environment at the beginning of 2002. The F ederal Reserve left interest rates unchanged at
its late-January meeting, based on indications that the economy stopped shrinking at the end of
last year. After stabilizing through mid-February, interest rates moved higher in late-February
and early-March as the economic rebound increased expectations that the Federal Reserve may
raise interest rates by mid-year to keep inflation in check. The upward trend interest rates
continued to prevail through most of March, as the Federal Reserve left interest rates unchanged
at its mid-March meeting and indicated a shift in its policy directive to a neutral stance from one

that favored additional easing.

Interest rates eased lower at the beginning of the second quarter of 2002, as the economic
recovery showed signs of faltering and the Federal Reserve indicated that a near term rate
increase was becoming increasingly unlikely based on the continued uncertainty about the
strength of the economic recovery. In fact, at its early-May meeting, the Federal Reserve left
rates at a 40-year low, saying that the risks of economic weakness and inflation were equally
balanced. The mild downward trend in interest rates continued through May and into-early June,
as selling pressure in stocks and political turmoil abroad fufther added to the attractiveness of
U.S. Treasuries as a safe investment haven. As of June 14, 2002, one- and ten-year U.S.
government bonds were yielding 2.05 percent and 4.89 percent, respectively, versus comparable
year ago yields of 3.56 percent and 5.26 percent. Exhibit II-2 provides historical interest rate
trends from 1991 through June 14, 2002
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Local Economy

Manufacturing jobs serve as the basis of the regional economy, producing such goods as
textiles, apparel, fabricated metals, machinery, chemicals and automotive transportation
equipment. Services and wholesale/retail trade represent the primary area of employment
diversification in all three of the primary market area counties. Gaston County is one of the
state’s largest textile producers and textile manufacturers maintain a presence throughout the
three-county primary market area. Other major sources of employment in the three-county
market area include manufacturers of automotive machinery, hospitals, local government and
school systems, and the corporate headquarters of Food Lion which is based in Rowan County.
While growth in the regional market area has facilitated greater diversification in the local
economy, the large presence of manufacturing increases the local economy’s exposure to a
downturn in the national economy compared to more economically diversified markets such as

Charlotte.

Comparative unemployment rates for the primary market area, as well as for the U.S. and
North Carolina, are shown in Table 2.2. Aprl 2002 unemployment rates show that Gaston and
Iredell Counties maintained higher unemployment rates compared to the U.S. unemployment
rate of 5.7 percent, but only Gaston County’s unemployment rate of 7.5 percent exceeded North
Carolina’s unemployment rate of 6.5 percent. ' Consistent with the U.S. and the-State of North
Carolina, current unemployment rates for all three of the primary market area counties were
higher compared to a year ago. The rise in the local unemployment rates reflect the influence of
the slow down in the national economy on the local manufacturing industries, as layoffs in the
textile and transportation equipment industries have contributed to the rise in unemployment in

the primary market area counties.
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Table 2.2 -
Unemployment Trends(1)
April 2001 April 2002

Region Unemployment Unemployment
United States 4.2% 5.7%

North Carolina 4.7 6.5

Gaston County 6.3 7.5

Iredell County 4.5 6.4

Rowan County 4.7 5.6

(1)  Unemployment rates have not been seasonally adjusted.

Source: U.S. Bureau of Labor Statistics.

Market Area Deposit Characteristics and Competition

- Competition among financial institutions in the Holding Company’s market area is
significant, and, as larger institutions compete for market share to achieve economies of scale,
the market environment for the Holding Company’s products and services is expected to remain
highly competitive in the future. Among the Holding Company's competitors are much larger
and more diversified institutions, which have greater resources than maintained by CSBC.
Financial institution competitors in the Holding Company’s primary market area includes other
locally based thrifts and banks, as well as regional, super regional and national banks. From a
competitive standpoint, CSBC has sought to emphasize its community orientation in the markets

served by its branches.

The Holding Company's retail depdsit bases are closely tied to the economic fortunes of
the regional market area and, in particular, the areas of the region that are nearby to one of
CSBC'’s nine branches. Table 2.3 displays deposit market trends from June 30, 1998 through
June 30, 2001 for the three counties where the Holding Company maintains branches. Prior to
the acquisition of Innes Street Financial and its wholly-owned bank subsidiary, Citizens Bank,
all of the Holding Company’s branches were maintained in Gaston County. Accordingly, the
deposit market share data indicated for Iredell and Rowan Counties reflects deposit activity of
the Citizens Bank branches prior to the completion of the acquisition. The data indicates that

deposit growth in the Holding Company's primary market area has been positive, although less
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State of North Carolina
Commercial Banks
Savings Institutions

Gaston County

Commercial Banks
Savings Institutions
Citizens South Banking

Iredell County
Commercia! Banks
Savings Institutions
Citizens South Banking

Rowan County

Commercial Banks
Savings Institutions
Citizens South Banking

Sources: FDIC; OTS.

Table 2.3
Citizens South Banking Corporation
Deposit Summary

As of June 30,
1998 2001 Deposit
Market Number of Market No. of Growth Rate
Deposits Share Branches Deposits Share  Branches 19388-2001
(Doltars In Thousands) (%)
$95,933,220 100.0% 2,420 $137,245119  100.0% 2,456 12.7%
89,472,095 93.3% 2,202 132,032,570 96.2% 2,301 13.8%
6,461,125 6.7% 218 5,212,549 3.8% 155 -6.9%
$1,583,665 100.0% 56 $1,729,710  100.0% 55 3.0%
1,276,955 80.6% 49 1,419,424 82.1% 47 3.6%
306,710 19.4% 7 310,286 17.9% 8 0.4%
147,149 9.3% 4 182,057 10.5% 6 7.4%
$1,198,462 100.0% 35 $1,415228  100.0% 37 8.7%
1,069,092 89.2% 33 1,266,281 89.5% 35 5.8%
129,370 10.8% 2 148,947 10.5% 2 4.8%
50,296 4.7% 1 - 52,796 4.2% 1 1.6%
$995,812 100.0% " 31 $1,129,288  100.0% 32 4.3%
814,192 81.8% 27 915,925 81.1% 27 4.0%
181,620 18.2% 4 213,363 18.9% 5 5.5%
112,493 13.8% 2 119,177 13.0% 2 1.9%



RP Financial, LC.
Page 2.10

than the overall growth rate posted by banks and thrifts in the State of North Carolina- Deposits
maintained by all commercial banks and thrifts in North Carolina increased at an annual rate of
12.7 percent from June 30, 1998 through June 30, 2001, as the result of growth in commercial
bank deposits. Comparatively, North Carolina savings institutions experienced a decline in
deposits, which was largely attributable to the consolidation of savings institutions into
commercial banks. However, savings institutions experienced positive deposit growth in all
three of primary market area counties that are served by the Holding Company’s branéhes.
CSBC’s largest balance and largest market share of deposits is maintained in Gaston
County, where the Holding Company is headquartered. The Holding Company’s $182.1 million
of deposits at the Gaston County branches represented a 10.5 percent market share of thrift and
bank deposits at June 30, 2001. CSBC’s 7.4 percent annual deposit growth rate outpaced Gaston
County’s overall deposit growth rate of 3.0 percent, which translated into an increase in deposit
market share from 9.3 percent to 10.5 percent over the three-year period covered in Table 2.3.
Growth in deposit market share was in part supported by increasing the number of branches

maintained in Gaston County from four to six during the three year period.

From June 30, 1998 through June 30, 2001, annual deposit growth rates for the branch
maintained in Iredell County and two branches maintained in Rowan County equaled 1.6 percent
and 1.9 percent, respectively. Comparable deposit growth rates for all banks and thrift branches
maintained in Iredell and Rowan Counties equaled 8.7 percent and 4.3 percent, respectively.
Accordingly, the Iredell County branch experienced a decline in deposit market share from 4.7
percent at June 30, 1998 to 4.2 percent at June 30, 2001. Over the same time period, the deposit

market share for the two Rowan County branches declined from 13.8 percent to 13.0 percent.

In addition to the deposit growth that was realized by the acquisition of Innes Street, the
Holding Company should also continue to benefit from its favorable image as a locally-owned
and community-oriented institution, as the trend of consolidation among financial institutions is
expected to provide CSBC with additional opportunities to acquire customers, facilities and key
personnel tﬁat become available as the result of community banks being acquired. Future
deposit growth may also be enhanced by the infusion of the conversion proceeds, as the

additional capital will improve CSBC’s competitive position and leverage capacity. Deposit



RP Financial, LC.
Page 2.11

growth could also be enhanced by possible expansion of the branch network, either through

establishing additional branch sites or through acquisition.
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III. PEER GROUP ANALYSIS -

This chapter presents an analysis of CSBC’s operations versus a group of comparable
savings institutions (the "Peer Group") selected from the universe of all publicly-traded savings
institutions in a manner consistent with the regulatory valuation guidelines. The basis of the pro
forma market valuation of CSBC is derived from the pricing ratios of the Peer Group institutions, .
incorporating valuation adjustments for key differences in relation to the Peer Group. Since no
Peer Group can be exactly comparable to CSBC, key areas examined for differences are:
financial condition; profitability, growth and viability of earnings; asset growth; primary market
area; dividends; liquidity of the shares; marketing of the issue; management; and effect of

government regulations and regulatory reform.

Peer Group Selection

The Peer Group selection process is governed by the general parameters set forth in the
regulatory valuation guidelines. Accordingly, the Peer Group is comprised of only those
publicly-traded savings institutions whose common stock is either listed on a national exchange
(NYSE or AMEX), or is NASDAQ listed, since their stock trading activity is regularly reported
and generally more frequent than non-pt’xl.)livcly traded and ciosely-heid institutions. Non-listed
institutions are inappropriate since the trading activity for thinly-traded or closely-held stocks is
typically highly irregular in terms of frequency and price and thus may not be a reliable indicator
of market value. We have also excluded from the Peer Group those companies under acquisition
or subject to rumored acquisition, mutual holding companies and recent conversions, since their
pricing ratios are subject to unusual distortion and/or have limited trading histary. A recent

listing of the universe of all publicly-traded savings institutions is included as Exhibit III-1.

Ideally, the Peer Group, which must have at least 10 members to comply with the
regulatory valuation guidelines, should be comprised of locally or regionally-based institutions
with comparable resources, strategies and financial characteristics. There are approximately 248
publicly-traded institutions nationally and, thus, it is typically the case that the Peer Group will

be comprised of institutions with relatively comparable characteristics. To the extent that
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differences exist between the converting institution and the Peer Group, valuation adjustments
will be applied to account for the differences. Since CSBC will be a full public company upon
completion of the offering, Wé considered only full public companies to be viable candidates for
inclusion in the Peer Group. From the universe of publicly-traded thrifts, we selected 13
institutions with characteristics similar to those of CSBC. In the selection process, we applied
two “screens” to the universe of all public companies:
. Screen #1. North Carolina institutions with assets between $250 million and $750
million and tangible equity-to-assets ratios of greater than 6.0 percent. One
company met the criteria for Screen #1 and was included in the Peer Group:

Cooperative Bancshares. Exhibit III-2 provides financial and public market
pricing characteristics of all publicly-traded thrifts in North Carolina.

o Screen #2. Southeast institutions with assets between $250 million and $750
million, tangible equity-to-assets ratios between 8.0 percent and 20.0 percent, and
~ positive core return on equity ratios between 5.0 percent and 10.0 percent. Three
companies met the criteria for Screen #2 and all were included in the Peer Group:
Acadiana Bancshares, Inc. of Louisiana, Community Financial Corp. of Virginia,
and First Federal Bancshares of Arkansas. Exhibit III-3 provides financial and

public market pricing characteristics of all publicly-traded Southeast thrifts.

. Screen #3. Midwest institutions with assets between $250 million and $750
million, tangible equity-to-assets ratios between 8.0 percent and 20.0 percent, and
positive core return on equity ratios between 5.0 percent and 10.0 percent. Nine
companies met the criteria for Screen #2 and all were included in the Peer Group:
Citizens First Financial Corp:- of -Illinois, - EFC- Bancorp,  Inc.of Illinois, First
Capital, Inc. of Indiana, First SecurityFed Financial, Inc. of Illinois, Guaranty
Federal Bancshares of Missouri, HMN Financial, Inc. of Minnesota, HopFed
Bancorp of Kentucky, LSB Financial Corp. of Lafayette Indiana, and Peoples
Community Bancorp of Ohio. Exhibit III-4 provides financial and public market
pricing characteristics of all publicly-traded Midwest thrifts.

Table 3.1 shows the general characteristics of each of the thirteen Peer Gropp companies
and Exhibit I-5 provides summary demographic and deposit market share data f;)r the primary
market areas served by each of the Peer Group companies. While there are expectedly some
differences between the Peer Group companies and CSBC, we believe that the Peer Group
companies, on average, provide a good basis for valuation subject to valuation adjustments. The
following sections present a comparison of CSBC’s financial condition, income and expense
trends, loan composition, interest rate risk and credit risk versus the Peer Group as of the most

recent publicly available date.
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A summary description of the key characteristics of each of the Peer Group companies is

detailed below.

o Acadiana Bancshares, Inc of LA. Selected due to similar tangible capital position,
comparable interest-earning asset composition, comparable return on average assets,
similar level of operating expenses and favorable credit quality measures.

) Citizens First Fin. Corp. of IL. Selected due to similar tangible capital position,
comparable return on average assets and comparable concentration of 1-4 family
permanent mortgage loans.

) Community Fin. Corp. of VA. Selected due to comparable funding composition, similar
earnings contribution from sources of non-interest operating income and favorable credit
quality measures.

0 Cooperative Bancshares of NC. Selected due to North Carolina market area, comparable

asset size, similar tangible capital position, comparable funding composition and
favorable credit quality measures.

o . EFC Banéorp, Inc. of Elgin IL. Selected due to comparable size of branch network,
comparable interest-earning asset composition and favorable credit quality measures.

0 First Capital, Inc. of IN. Selected due to same size of branch network, comparable
interest-earning asset composition, similar funding composition, comparable lending
emphasis on commercial real estate and commercial business loans and favorable credit
quality measures.

0 First Fed. Bancshares of AR. Selected due to comparable interest-earning asset
composition, similar funding composition, comparable lending emphasis on commercial
real estate and commercial business loans and favorable credit quality measures.

0 First SecurityFed Fin. of IL. Selected due to comparable asset size and favorable credit
quality measures.
0 Guaranty Fed. Bancshares of MO. Selected due to same size of branch network,

comparable asset size and favorable credit quality measures.

) HMN Financial, Inc. of MN. Selected due to comparable degree of diversification into
higher risk types of lending and favorable credit quality measures.

o HopFed Bancorp of KY. Selected due to similar funding composition, comparable
lending emphasis on commercial real estate and commercial business loans and favorable
credit quality measures.

0 LSB Fin. Corp. of Lafayette IN. Selected due to similar tangible capital position,
comparable level of operating expenses and favorable credit quality measures.

0 Peoples Community Banéorp of OH. Selected due to comparable asset size, similar size
of branch network, similar tangible capital position and comparable return on average
assets.
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In aggregate, the Peer Group companies maintain a comparable level of capital as the
industry average (10.55 percent of assets versus 10.32 percent for all public companies), generate
slightly higher earnings as a percent of average assets (0.81 percent core ROAA versus 0.73
percent for all public companies), and generate a slightly lower ROE (7.41 percent core ROE
versus 7.48 percent for all public companies). Overall, the Peer Group's average P/B ratio and

average core P/E multiple were below the respective averages for all publicly-traded thrifts.

All
Publicly-Traded Peer Group

Financial Characteristics (Averages)

Assets ($Mil) $1,921 $437
Market capitalization ($Mil) $271 $52
Equity/assets (%) 10.32% 10.55%
Core return on assets (%) , 0.73% 0.81%
. Core return on equity (%) 7.48% 7.41%
Pricing Ratios (Averages)(1)
Core price/eamnings (x) 16.97x 16.02x
Price/book (%) 134.19% 112.84%
Price/assets (%) 13.48% 11.93%

(1) Based on market prices as of June 14, 2002.

Ideally, the Peer Group companies would be comparable to CSBC in terms of all of the
selection criteria, but the universe of publicly-traded thrifts does not provide for an appropriate
number of such companies. However, in general, the companies selected for the Peer Group

were fairly comparable to CSBC, as will be highlighted in the following comparative analysis.

Financial Condition

Table 3.2 shows comparative balance sheet measures for CSBC and the Peer Group,
reflecting the expected similarities and some differences given the selection procedures outlined
above. The Holding Company’s and the Peer Group's ratios reflect balances as of March 31,
2002, unless indicated otherwise for the Peer Group companies. CSBC’s equity-to-assets ratio
of 9.5 percent was slightly below the Peer Group's average net worth ratio of 10.5 percent.

However, on a tangible capital basis, the gap between the Holding Company’s and the Peer
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